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Secretary
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1401 I Street, N.W.
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RECEIVED

MAY 51999

Re: CC Docket No. 98-137, In the Matter of 1998 Biennial Review-Review of
Depreciation Requirements for Incumbent Local Exchange Carriers

ASD Docket NO.98-91, USTA Petition For Forbearance from Depreciation
Regulation

CC Docket No. 98-177,~ the Matter of 1998 Biennial Regulatory Review
Petition for Section 11 Biennial Review filed by SBC Communications Inc.,
Southwestern Bell Telephone Company, Pacific Bell and Nevada Bell

ASD Docket No. 98-97, In the Matter of United States Telephone Association
Petition for Rulemaking-1998 Biennial Regulatory Review

Dear Ms. Salas:

As a follow up to the Ex Parte meeting of March 11, 1999 with Mr. Bill Rogerson, Chief
Economist, and Mr. Pat DeGraba, Deputy Chief Economist, Office of Plans and Policy,
and representatives of SBC Communications Inc. (SBC), SBC provides the attached
information as requested by Mr. Rogerson.

During our meeting of March 11, 1999, we discussed the impacts of depreciation rates
and capital recovery on price cap rates and economic models employed for use in
determining the rates for unbundled network elements. At that session, we pointed out
that prescribed depreciation lives are not effectively recovering invested capital.
Additionally, depreciation rates predicated on Generally Accepted Accounting Principles
should be utilized for Part 32. Similarly, forward looking lives should be utilized for
determining cost of service studies of unbundled network elements. Doing so, provides
a more appropriate financial analysis for reporting and cost based analysis.



The following provides a brief description of the attachments provided:

• Attachment A provides a comparison of the impact on reported interstate return
and on the returns of Common Line, Switching, and Trunking categories based
upon the use of capital recovery rates predicated on the Company's GAAP
depreciable lives.
• The return impacts are calculated based on an amortization of the

existing reserve deficiency over a seven year period.
• A separate calculation is provided to reflect the impacts on the rates of

return from use of GAAP based depreciable lives.
• Attachment B provides a sample comparison of the FCC's prescribed lives

versus forward looking lives from an outside independent firm.
• Attachment C reflects a simple comparison of selected unbundled network

element cost studies modified to reflect the use of economically based
depreciation rates.

The information provided in Attachment A clearly demonstrates that either an
amortization of reserve deficiency or the use of depreciation rates based on GAAP
determined lives will have a significant effect on both the interstate return or on the
returns for the three baskets shown. However, this change in return reflects a more
realistic earnings picture for these reporting categories. Any conclusions drawn upon the
regulated earnings results of SBC's telephone companies should be predicated on
more realistic capital recovery assumptions as indicated in these inclusive examples.

Furthermore, cost studies for unbundled network services are predicated on forward
looking costs in most state jurisdictions. Depreciation rates based on economic lives
must be employed in such cost studies to be consistent with the forward looking
concept. Not doing so simply serves to add to or increase the incidence of capital that
will never be recovered. This incidence also disincents continued capital investment
improvements in the network.

SBC urges the Commission to allow price cap carriers to utilize depreciation rates based
GAAP principles, which it uses for external financial reporting, and to allow carriers to
change their estimated lives as information becomes available. If depreciation rate
regulation is not eliminated for price cap carriers, then SBC urges the Commission to
make the Price Cap Carrier Option available for the applicable carriers. Under this
option, a carrier would simply file its new rates with the Commission as rates are
revised.



Please include this letter in the record of these proceedings in accordance with Section
1.1206(a)(2) of the Commission's Rules.

If you have any questions on this, please do not hesitate to contact Ms. Jeannie Fry at
202-326-8894.

Sincerely,

~'~~iJ9rv
Attachments

Cc: Mr. Ken Moran, Chief, Accounting Safeguards Division
Mr. Tim Peterson, Assistant Chief, Accounting Safeguards Division
Mr. Craig Brown, Assistant Chief, Accounting Policy Division
Mr. Bill Rogerson, Chief Economist, Office of Plans and Policy



Attachment A

Impacts,of Capitai..Recoyery on AchieyecLRates ofBeturn
Southwestern Biill

As reported in 1998

Rates of Return
Interstate

8.89%
Common Linen)

5.01%
Switching Irunkjng(1) lOtal of Baskets

57.74% 7.27% 8.85%

Modified to recover
amortization of
reserve deficiency

Modified to employ GAAP
depreciation lives in
lieu of prescribed lives

6.36%

6.86%

2.74%

3.19%

55.00%

55.59%

4.63%

5.15%

6.35%

6.84%

Common line, SWitching, and trunking results are based upon results reported by Part 69 category in
the 1998 43-01 report. Trunking represents switched transport and special access.

(1) Includes portion of Universal Service Fund Contributions
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Attachment A

Return Calculations

Common Sum of3
Interstate Li..wl Switching Trunking Baskets

As stated
Return 308,626 $93,838 $111,706 $103,775 $309,319

Rate Base 3,470,223 $1,873,949 $193,452 $1,427.853 $3,495,254

Return on 8.89% 5.01% 57.74% 7.27% 8.85%
Investment

With Deficiency Recovery
Return $216,012 $50,426 $102,320 $64.614 $217,360

Rate Base $3,395,172 $1,838,769 $185,846 $1,396,118 $3,420,733

Return on 6.36% 2.74% 55.06% 4.63% 6.35%
Investment

UtiliZing GMP Pepreciation Liyes
Return $233,871 $58,797 $104,130 $72.165 $235.092

Rate Base $3,409,644 $1,845,553 $187,312 $1,402.237 $3,435,103

Return on 6.86% 3.19% 55.59% 5.15% 6.84%
Investment
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Attachment A

Impacts of Deficiency Recovery· Depreciation. Interstate
Southwestern Bell

I. Impact on 1998 interstate return of one year of amortization of the accumulated depreciation deficiency

Thousands
A. Southwestern Bell $3,586,000 Accumulated deficiency - Part 32 difference from

as of Dec 31, 1998 financial (GAAP) books

Amortization period I years
Separation Factor for depreciation

Needed recovery per Interstate IQtal EadQr
year $512,285.7 Ks 59746 196237 30.45%

Mo 128272 424210 30.24%
Interstate separation 29.30% Ok 57284 198498 28.86%

Ix 394768 1362916 28.96%
Interstate recovery $150,102.9 Ar 40319 140236 28.75%

annual 680389 2322097 29.30%

B. Impact on return

after tax rate x

Return impact

c. Rate of Return Impact

61.700%

$92,613.5

As stated on 1998 492 report
Southwestern Bell

As modified for depreciation
to reflect one year of amortization

Operating Income

Rate Base

Rate of Return

308,626.0

3,470,223.0

8.89%

Operating Income
Depreciation return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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308,626.0

($92.613.5)
216,012.5

3,470,223.0
(75,051.5) One half the expense

3,395,171.5 impact

6.36%



Attachment A

Impacts of GAAP depreciation lives· Interstate
Southwestern Bell

I. Impact on 1998 interstate return resulting from use of GMp depreciation liyes

A. Southwestern Bell

Interstate separation

Interstate recovery

annual

B. Impact on return

after tax rate x

Return impact

C. Rate of Return Impact

Thousands

$413,502 Additional depreciation utiliZing GAAP depreciation
lives

29.30%

$121,158.7

61.700%

$74,754.9

As stated on 1998 492 report
Southwestern Bell

As modified for depreciation
to reflect use of GAAP depreciation lives

Operating Income

Rate Base

Rate of Return

308,626.0

3,470.223.0

8.89%

Operating Income
Depreciation return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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308,626.0

($74.754.9)
233.871.1

3,470.223.0
(60.579.3) One half the expense

3,409.643.7 impact

6.86%



Attachment A

Impacts of Deficiency Recovery· Depreciation· Common Line
Southwestern Bell

I. Impact on 1998 COMMON LINE return of one year of amortization of the accumulated depreciation deficiency

Common Line Calculation
ThQusands

A. SQuthwestern Bell $3,586,000 Accumulated deficiency - Part 32 difference frQm
as Qf Dec 31, 1998 financial (GAAP) books

AmQrtizatiQn periQd Z years
SeparatiQn FactQr fQr depreciatiQn

Needed recovery per Common Line IQtal Emm
year $512,285.7 Ks 27219 196237 13.87%

MQ 58691 424210 13.84%
CQmmQn Line allQcal. 13.73% Ok 28121 198498 14.17%

Tx 181207 1362916 13.30%
Interstate recovery $70,359.8 Ar 23690 140236 16.89%

annual 318928 2322097 13.73%

B. Impact Qn return

after tax rate x

Return impact

C. Rate Qf Return Impact

61.700%

$43,412.0

Common Line frQm 43-01
Operating Income

Ks 7042
MQ 20352
Ok 13758
Ix 90411
Ar 6413

137976

Rate Base
144257
314415
151385

1129038
134854

1873949

Return

7.36%

As stated Qn 1998 43-01 repQrt
SQuthwestern Bell

As mQdified fQr depreciatiQn
tQ reflect Qne year Qf amQrtizatiQn

Operating IncQme
USF CQntributiQns

Rate Base

Rate of Return

137,976.0
($44.138.0)

93.838.0

1,873,949.0

5.01%

Operating Income
DepreciatiQn return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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93,838.0

($43.412.0)
50,426.0

1,873,949.0
(35,179.9) One half the expense

1,838,769.1 impact

2.74%



Attachment A

Impacts of GAAP depreciation lives· Common Line
Southwestern Bell

I. Impact on 1998 common line return resulting from use of GMp depreciation lives

Thousands
A. Southwestern Bell $413,502 Additional depreciation utilizing GAAP depreciation

lives

Common Line allocal. 13.73%

Interstate recovery $56,792.4

annual

B. Impact on return

after tax rate x

Return impact

C. Rate of Return Impact

61.700%

$35,040.9

As stated on 1998 43-01 report
Southwestern Bell

As modified for depreciation
to use GAAP depreciation lives

Operating Income
USF Contributions

Rate Base

Rate of Return

137,976.0
($44.138.0)

93.8380

1,873,949.0

5.01%

Operating Income
Depreciation return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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93,838.0

($35.040.9)
58,797.1

1,873,949.0
(28,396.2) One half the expense

1,845,552.8 impact

3.19%
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Impacts'of Deficiency Recovery· Depreciation· Switching
Southwestern Bell

I. Impact on 1998 SWITCHING return of one year of amortization of the accumulated depreciation deficiency

Switching Calculation
ThQusands

A. SQuthwestern Bell $3,586,000 Accumulated deficiency - Part 32 difference frQm
as Qf Dec 31, 1998 financial (GAAP) books

AmQrtizatiQn periQd 1 years
SeparatiQn FactQr fQr depreciatiQn

Needed recQvery per Switching IQ1al E.adQr
year $512,285.7 Ks 6146 196237 3.13%

MQ 12200 424210 2.88%
Switching allQcatiQn 2.97% Ok 6228 198498 3.14%

Tx 41611 1362916 3.05%
Interstate recovery $15,212.4 Ar 2770 140236 1.98%

annual 68955 2322097 2.97%

B. Impact Qn return

after tax rate x

Return impact

61.700%

$9,386.0

Ks
MQ
Ok
Tx
Ar

Switching frQm 43-01
Operating Income

12258
21354
12759
55549
9786

111706

Rate Base
13974
36984
21509

107871
13114

193452

Return

57.74%

C. Rate Qf Return Impact-Swjtching

As stated Qn 1998 43-01 repQrt
SQuthwestern Bell

As mQdified
tQ reflect Qne year Qf amQrtizatiQn

Operating IncQme

Rate Base

Rate Qf Return

111,706.0

193,452.0

57.74%

Operating IncQme
DepreciatiQn return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate Qf Return
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111,706.0

($9.386.0)
102,320.0

193,452.0
(7,606.2) One half the expense

185,845.8 impact

55.06%



Attachment A

Impacts of GAAP deprecic1ltion lives - Switching
Southwestern Bell

I. Impact on 1998 SWITCHING return resulting from use of GMp depreciation lives

SWitching
Thousands

A. Southwestern Bell $413,502 Additional depreciation utiliZing GAAP depreciation
lives

Switching allocation 2.97%

Interstate recovery $12,279.0

annual

B. Impact on return

after tax rate x

Return impact

61.700%

$7,576.1

C. Rate of Return Impact-Switching

As stated on 199843-01 report
Southwestern Bell

As modified
to use GAAP depreciation lives

Operating Income

Rate Base

Rate of Return

111,706.0

193,452.0

57.74%

Operating Income
Depreciation return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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111,706.0

($7.576.1)
104,129.9

193,452.0
(6,139.5) One half the expense

187,312.5 impact

55.59%



Attaclunent A

Impacts of Deficiency Recovery· Depreciation· Trunking
(Transport and Specjal Access)
Southwestern Bell

I. Impact on 1998 Trunkjng return of one year of amortization of the accumulated depreciation deficiency

Switching Calculation
Thousands

A. Southwestern Bell $3,586,000 Accumulated deficiency - Part 32 difference from
as of Dec 31, 1998 financial (GAAP) books

Amortization period Z years
Separation Factor for depreciation

Needed recovery per Trunkjng Ima1 faktQr
year $512,285.7 Ks 26029 196237 13.26%

Mo 56763 424210 13.38%
Trunking allocation 12.39% Ok 22632 198498 11.40%

Ix 168567 1362916 12.37%
Interstate recovery $63,470.5 Ar 13709 140236 9.78%

annual 287700 2322097 12.39%

B. Impact on return

after tax rate x

Return impact

61.700%

$39,161.3

Ks
Mo
Ok
Ix
Ar

Trunkjng from 43-01
Operating Income

7171
22195
13247
53860
15598

112071

Rate Base
119506
260218

99697
885208
63224

1427853

Return

7.85%

C. Rate of Return Impact-Irunking

As stated on 199843-01 report
Southwestern Bell

As modified for depreciation
to reflect one year of amortization

Operating Income
USF Contributions

Rate Base

Rate of Return

112,071.0
(8296.0)

103,775.0

1,427,853.0

7.27%

Operating Income
Depreciation return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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103,775.0

($39.161.3)
64,613.7

1,427,853.0
(31,735.2) One half the expense

1,396,117.8 impact

4.63%



Attachment A

Impacts of GAAP depreciation lives· Trunking
Southwestern Bell

I. Impact on 1998 TRUNKING return resulting from use of GMp depreciation lives

Trunking
Thousands

A. Southwestern Bell $413,502 Additional depreciation utilizing GAAP depreciation
lives

SWitching allocation 12.39%

Interstate recovery $51,231.5

annual

B. Impact on retyrn

after tax rate x

Return impact

61.700%

$31,609.8

C. Rate of Retym Impact-Trunkjng

As stated on 199843-01 report
Southwestern Bell

As modified
to use GAAP depreciation lives

Operating Income
USF Contributions

Rate Base

Rate of Return

112,071.0
(82960)

103,775.0

1,427,853.0

7.27%

Operating Income
Depreciation return

impact
adjusted Op. Income

Rate Base
Reserve impact

adjusted Rate Base

Rate of Return
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103,775.0

($31.609.8)
72,165.2

1,427,853.0
(25,615.8) One half the expense

1,402,237.2 impact

5.15%



SOUTHWESTERN BELL TELEPHONE COMPANY
COMPARISON OF PRESCRIBED LIVES TO ECONOMIC LIVES

Attachment B

Account:

Digital Electronic Switching

Digital Circuit
Aerial Cable-Metallic
Aerial Cable-Nan-Metallic
Underground Cable-Metallic
Underground Cable-Non-Metallic

Buried Cable-Metallic
Buried Cable-Non-Metallic

TX FCC SWBT MOFCCSWBT KSFCCSWBT Wtd. Avg. FCC Vanston Vanston
1998 Prescribed 1998 Prescribed 1998 Prescribed SWBT Composite New Investment Embedded Investment

14.5 14.5 14.5 14.8 8 9-12
11 11 11 11 4-8 6-9
21 20 20 21.2 1~12 14-20
25 25 25 25 20 20
25 25 25 25 1~12 14-20
25 25 25 25 20 20
22 20 20 21.1 1~12 14-20
25 25 25 25 20 20

Vanston lives for new and embedded investment are recommended projection lives per Transforming the Local Exchange Network Analyses
and forecasts of Technology Change, Second Edition, Lawrence K. Vanston, Ray L. Hodges & Adrian J. Poitras, 1997, Technology
futures, Inc., page 33, Exhibit 1.16. Vanston lives for new investment represent the projection lives for newly-placed equipment.
Vanston lives for embedded investment represent the projection lives for existing investment.

The fCC SwaT 1998 prescribed lives represent projection lives determined from the 1998 fCC Three-Way Meeting.

The fCC composite prescribed life is a weighted average composite life based on surviving plant by state for SwaTs five states. This
composite life is comprised of 1998 prescribed lives for Kansas, Missouri and Texas determined from the 1998 FCC Three -Way Meeting
and 1997 prescribed lives for Arkansas and Oklahoma determined from the 1997 Streamline Filing/Annual Update.
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Common Cost Allocator:
13.10%

Local Switching-Statewide
Average. per MOU 45%

NTS Hardware-Statewide
Average. per MOU 51%
(Certain local switching
costs)

8dS 2-Wire Analog Loop
per Loop 18%

DS1 1/0
First Mile 34%

Attachment C
o


